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Legal Notes
Harold Dudley Greeley, Editor
RESPONSIBILITY OF AUDITORS UNDER BRITISH COMPANIES’ ACTS

The decision in Canadian Woodmen v. Hooper, et al., 41 Ontario Weekly
Notes 328, which was discussed in the January, 1933, Journal of Account
ancy, has evoked editorial comment in an annotation in the Dominion Law
Reports for January 19, 1933 (1933, 1 D. L. R. 172). The editor of that pub
lication finds it “ a matter of concern when in trial courts in Canada decisions
are given which so enlarge that responsibility (of auditors) as to make it diffi
cult if not impossible for the auditor to carry on his profession at all, or except
ing at a prohibitive expense to his client.” The degree of responsibility to
which he refers is that fixed in 1895 by the leading English case of Re London &
General Bank (No. 2), (1895) 2 Ch. 673. “ When it is considered therefore that
the auditing profession throughout the English speaking world is builded upon
the legal principles settled by this eminent authority,” which has been accepted
for thirty-seven years as finally determining the duties and responsibilities of
auditors of incorporated companies, the editor views with alarm the radical
departures attempted by the judges of these trial courts. He seemingly over
looks the fact that in the Canadian Woodmen case the decision of the trial
court was affirmed by the Ontario court of appeal.
For accountants in the United States to understand the points at issue it
must be noted that the responsibility discussed is specifically that of auditors
of corporations incorporated under the statutes known as companies’ acts.
The various Canadian statutes have been modelled upon the English companies’
act. The latter formed the foundation of the court’s opinion in the London &
General Bank case. Auditors of incorporated companies are appointed by the
shareholders at the annual meeting of the company. Unless the auditor hap
pened to be a shareholder he would have no right to attend that meeting and he
never would come directly into contact with the shareholders. The resolution
appointing him ordinarily would not state the scope of his duties, nor would the
usual letter from the secretary of the company notifying him of his appoint
ment. Incorporated companies are regulated by statute and the appointment
of auditors is regulated by statute. Therefore, says the editor of the Dominion
Law Reports, we must look to the statute and to the interpretation of it in the
London & General Bank decision to ascertain the auditor’s duties. We must
pay no attention to text-books on auditing.
The statutes of the various provinces require that the auditor shall make up a
report upon the accounts examined and upon the balance-sheet and shall state
whether in his opinion the balance-sheet given in his report is properly drawn
up so as to exhibit, in the words of the editor, “ a true and correct view of the
state of the corporation’s affairs and as shown by its books.” The leading
decision referred to emphasized the necessity for honesty and reasonable care
but pointed out that the auditor’s only duty was to the shareholders, that he
owed no duty to give advice or to comment as to the manner in which the busi
ness was conducted. It concluded that his sole duty was to ascertain and
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state the company’s true position at the time of the audit. There have been
few Canadian cases involving the duties and responsibilities of company audi
tors because the London & General Bank decision was regarded as the last word.
Commenting on this view of the auditor’s duties, the editor says that the
auditor “ has nothing to do with the acts of the directors or of the people whom
the directors employ to assist them in conducting the business; his one duty is
to see that the shareholders in due course get a balance-sheet which exhibits to
them a true and correct view of the state of the corporation’s affairs.” He then
interjects a quotation from the opinion in Le Lievre v. Gould (1893), 1 Q. B. 491,
497: “A man is entitled to be as negligent as he pleases towards the whole
world if he owes no duty to them.” With reference to the Canadian Woodmen
case, the editor continues, “The real importance of this decision lies in the
implications arising therefrom which constitute a rather dangerous departure
from the principles laid down in the London & General Bank case, seeming as it
does to place upon auditors a duty to the directors to inform them respecting
matters of which directors are supposed to have first hand information. It is
submitted that auditors of companies are not called upon to accept responsibil
ity of this nature.” “Auditing is a matter of pure contract and the nature of
the duties to be performed must be determined by the contract itself and by no
other test. If the contract does not expressly lay upon the auditor the respon
sibility for discovering fraud or other irregular transaction, he has no duty laid
upon him to look for it. It is, moreover, to be assumed that the compensation
of the auditor is fixed with due regard to the duties required of him by the
contract.” Thus it would follow, logically, that the restrictions upon the
responsibility of an auditor of an incorporated company would not necessarily
apply to auditors undertaking engagements of a different character.
When the controversy is viewed from this distance, it is a little difficult to
understand how an auditor can ascertain and state a corporation’s true position
if he owes no duty to anyone to make an attempt to discover fraud or embezzle
ment not openly apparent. A certificate that the balance-sheet agrees with
the books means merely that an exercise in comparing has been successfully
completed, because if the books had been assumed to be correct there would
have been no need to audit them. If the pending cases indicate a change in the
Canadian law, it is unfortunate for the defendants in them that they happened
to be the auditors on the spot when the change began. It is difficult to refrain
from speculating on whether or not these defendants should be relieved on the
theory that an implied contract limited their responsibility; and on the prac
tical result of applying the maxim that ignorance of the law excuses no one,
when the law takes a sudden turn (shall we say to the right?) which no one
foresaw.
SALE OF INTANGIBLES

Most successful accountants, doctors, architects, lawyers and other profes
sional men entered their respective professions chiefly because they believed
they would rather do that kind of work than any other about which they hap
pened to know. Certainly few of them selected a profession primarily as a
means of acquiring wealth. Yet it is obvious that a professional man must
make money if he is to survive and he must make it by the sale of intangible
service. He very soon learns that he must guard against giving his service
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A man who runs a clothing store is not constantly impor
tuned by casual acquaintances and friends for free overcoats and free suits of
clothes but almost everyone feels entirely at liberty to get professional advice
without thinking of paying for it. It is intangible and seemingly costs nothing.
Since man is master of the unspoken word only, an idea or plan once explained
is available for any one who can put it to profitable use. The giving of free
service by way of samples rarely pays, because when the prospective client has
a matter on which he is willing to pay a fee he usually retains some other pro
fessional man, one who has pretended to be too busy to be bothered with any
thing not on a strict business basis. Accountants who are asked to discuss
reorganization or other important plans on the chance of being retained to put
them into effect should read “The Merchandizing of Ideas” by Marvin Bower,
9 Harvard Business Review 26. What is suggested there should protect both
the accountant and the client. A proposed plan, developed after such pre
liminary study as is necessary, is outlined in written form and delivered sealed
to the client. At the same time an arbitrator is named by the accountant and
the client and both of them agree to be bound by his decision as to what com
pensation should be paid for the plan. If the plan is what the accountant
claims it to be, the arbitrator will decide that the full compensation agreed upon
shall be paid for it; if it is less than that, he will fix a fair compensation. When
advisable, the full compensation can be deposited in escrow subject to the
arbitrator’s order. “ Until the law, either by judicial or legislative action, is so
changed as to offer protection to ideas, some makeshift legal device must be
employed.”
away too freely.

what is A C. P. A.?

An observant passenger in a taxicab leaving one of New York City’s railroad
stations will see a huge warning sign “Blow your horn.” Many invaders of
New York apply that warning to themselves personally. Observation shows
that that policy when adroitly followed spells success until (if one may
be pardoned the mixed metaphor) some rude person pricks the bubble. The
following yarn was told by one of The Journal’s readers and vouched for by
him as true. Recently an accountant was testifying in a supreme court action
in the city of New York and on his direct examination he stated under oath that
he was a certified public accountant. Under cross-examination he became a
little vague as to how, when and where he obtained his certificate, but after
some prodding he declared he had received it in the District of Columbia.
Further prodding forced him to admit he had not received anything from the
District of Columbia as such, but that he was a member of an organization
known as an association of certified public accountants and that membership in
it gave him the right to hold himself out as a certified public accountant.
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